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Chairman Oxley, Congressman LaFalce, Chairman Baker, Congressman Kanjorski, Chairwoman 
Kelly, Congressman Gutierrez, Members of the Committee. 

I am here today because faith in our firm and in the integrity of the capital market system has 
been shaken. There is some explaining to do. 

What happened at Enron is a tragedy on many levels. We are acutely aware of the impact this 
has had on investors. We also recognize the pain this business failure has caused for Enron’s 
employees and others. 

Many questions about Enron's failure need to be answered, and some involve accounting and 
auditing matters. I will do my best today to address those. 

I ask that you keep in mind that the relevant auditing and accounting issues are extraordinarily 
complex and part of a much bigger picture. None of us here yet knows all the facts. Today’s 
hearing is an important step in enlightening all of us. I am certain that together we will get to the 
facts. 

If there is one thing you take away from my testimony, I hope it is this: Andersen will not hide 
from its responsibilities. That’s why I’m here today. The public’s confidence is of paramount 
importance. If my firm has made errors in judgment, we will acknowledge them. We will make 
the changes needed to restore confidence. 

Today, I want to address two issues that go to the heart of concerns about our role as Enron’s 
auditor. 

First, did we do our job? I want to explain what we knew and when we knew it on several key 
issues, keeping in mind that our own review – like yours – is still under way. 

Second, did we act with integrity? I want to discuss the $52 million in fees we received and 
respond to concerns that have been raised. 



I also want to talk about what I believe are some of the lessons we can already learn from Enron 
– for our firm, for the accounting profession, and for all participants in the financial reporting 
system. 

Let me start by telling you what we know about three particular accounting and reporting issues: 

•	 the restatements caused by the consolidation of two Special Purpose Entities, known as SPEs, 
and the recording of previously “passed” adjustments as a required byproduct of the 
restatement; 

•	 a $1.2 billion reclassification in the presentation of shareholders’ equity during 2001 – of 
which $172 million was misclassified in the audited 2000 financial statement, and; 

•	 the company’s disclosures about its off-balance-sheet transactions and related financial 
activities. 

I want to emphasize that my remarks are based on the information that is currently available. We 
have made our best efforts to be complete and accurate in describing what we know. But our 
review, like the work of the SEC, this Committee, Enron’s board, and others, is not yet complete. 
It is always possible that new information could be developed that would change current 
understanding of events or uncover new events. 

Consolidation of Special Purpose Entities 

Let me begin with the Special Purpose Entities. SPEs are financing vehicles that permit 
companies, like Enron, to, among other things, access capital or to increase leverage without 
adding debt to their balance sheet. Wall Street has helped companies raise billions of dollars with 
these structured financings, which are well known to analysts and sophisticated investors. 

Two SPEs were involved in Enron’s recent restatement announcement. On one, the smaller of 
them, we made a professional judgment about the appropriate accounting treatment that turned 
out to be wrong. On the one with the larger impact, it would appear that our audit team was not 
provided critical information. We are trying to determine what happened and why. 

Let’s begin with the larger SPE, an entity called Chewco. What happened with Chewco 
accounted for about 80 percent of the SPE-related restatement. 

In 1993, Enron and the California Pubic Employees Retirement System (Calpers) formed a 50/50 
partnership they called Joint Energy Development Investments Limited, or JEDI for short. 
Among other factors, the fact that Enron did not control more than 50 percent of JEDI meant that 
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that partnership’s financial statements could not be consolidated with Enron’s financial 

statements under the accounting rules. In 1997, Chewco bought out Calpers’ interest in JEDI. 

Enron sponsored Chewco’s creation as an SPE and had investments in Chewco. 


The rules behind what happened are complex, but can be boiled down to this. The accounting 

rules dictate, among other things, that unrelated parties must have residual equity equal to at least 

3 percent of the fair value of an SPE’s assets in order for the SPE to qualify for non-

consolidation. However, there is no prohibition against company employees also being involved 

as investors, provided that various tests were met, including the 3 percent test. 


In 1997, we performed audit procedures on the Chewco transaction. The information provided to 

our auditors showed that approximately $11.4 million in Chewco had come from a large 

international financial institution unrelated to Enron. That equity met the 3 percent residual 

equity test. However, we recently learned that Enron had arranged a separate agreement with that 

institution under which cash collateral was provided for half of the residual equity. 

. 

What happened?


Very significantly, at the time of our 1997 procedures, the company did not reveal that it had this 

agreement with the financial institution. With this separate agreement, the bank had only one-

half of the necessary equity at risk. As a result, Chewco’s financial statements since 1997 were 

required to be consolidated with JEDI’s which, in a domino effect, then had to be consolidated in 

Enron’s financial statements. 


It is not clear why the relevant information was not provided to us. We are still looking into that. 

On November 2, 2001, we notified Enron’s audit committee of possible illegal acts within the 

company, as required under Section 10A of the Securities and Exchange Act. 


Now, about the second SPE structure; specifically, a subsidiary of the entity known as LJM1. 

This transaction was responsible for about 20 percent -- or $100 million -- of Enron’s recent 

SPE-related restatement. 


In retrospect, we believe LJM1’s subsidiary should have been consolidated. I am here today to 

tell you candidly that this was the result of an error in judgment. Essentially, this is what 

happened: 


After our initial review of LJM1 in 1999, Enron decided to create a subsidiary within LJM1, 

informally referred to as Swap Sub. As a result of this change, the 3 percent test for residual 

equity had to be met not only by LJM1, but also by LJM1’s subsidiary, Swap Sub. 
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In evaluating the 3 percent residual equity level required to qualify for non-consolidation, there 
were some complex issues concerning the valuation of various assets and liabilities. When we 
reviewed this transaction again in October 2001, we determined that our team’s initial judgment 
that the 3 percent test was met was in error. We promptly told Enron to correct it. 

We are still looking into the facts. But given what we know now, this appears to have been the 
result of a reasonable effort, made in good faith. 

Adjustments previously not made to Enron’s 1997 financial statement 

As a result of the restatement for the SPEs, Enron was required to address proposed adjustments 
to its financial statements that were not made during the periods subject to restatement. 
Questions have been raised about certain of these “passed adjustments.” Let me address that 
issue next. 

As part of the audit process, the auditor proposes adjustments to the company’s financial 
statements based on its interpretation of Generally Accepted Accounting Principles (GAAP). A 
company’s decision to decline to make proposed adjustments does not mean that there has been 
an intentional effort to misstate. If the auditor believes that the company’s actions result in either 
an intentional error or a material misstatement, it may not sign the audit opinion. 

Often, there is a timing issue to consider. These adjustments typically are proposed by the 
auditor at the conclusion of the audit work – usually one or two months after the close of the 
year-end. Some companies, like Enron, choose to book those adjustments in the year after the 
auditor identifies them, when they are immaterial. 

Questions have been raised about $51 million in adjustments not made in 1997 when Enron 
reported net income totaling $105 million. Some have asked how adjustments representing 
almost half of reported net income could have been deemed to be immaterial. 

Auditing standards and SEC guidance say both qualitative and quantitative factors need to be 
considered in determining whether something is material. The Supreme Court has described this 
approach as the “total mix” of information that auditors must consider. 

In 1997, Enron had taken large nonrecurring charges. When the company decided to pass these 
proposed adjustments, our audit team had to determine whether the company’s decision had a 
material impact on the financial statements. The question was whether the team should only use 
reported income of $105 million, or should it also consider adjusted earnings before items that 
affect comparability – what accountants call “normalized” income? 
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We looked at “the total mix” and, in our judgment, on a quantitative basis, the passed 
adjustments were deemed not to be material, amounting to less than 8 percent of normalized 
earnings. Normalized income was deemed appropriate in light of the fact that the company had 
reported net income of $584 million one year earlier, in 1996, $520 million in 1995 and $453 
million in 1994. 

It is also important to remind you that the restatement analysis presented in Enron’s recent 8-K 
filing was not audited. When Enron’s audited restatement is issued, the $51 million in 
adjustments presented in 1997 will be reduced for the effect of adjustments proposed in 1996, 
which were recorded in 1997. 

Reclassification of $1.2 billion of shareholders’ equity 

Now let me turn to the issue of shareholders’ equity. Shareholders’ equity was incorrectly 
presented on Enron’s balance sheet last year and in two unaudited quarters this year. 

Auditors do not test every transaction and they are not expected to. To do so would be 
impractical and would be prohibitively expensive. EnronOnline alone handled over 500,000 
transactions last year. 

Auditing standards require an audit scope sufficient to provide reasonable – not absolute --
assurance that any material errors will be identified. This testing is based on a cost-effective and 
proven technique known as sampling. If appropriate accounting is found in a properly chosen 
sample, this generally provides reasonable assurance that the accounting for the whole 
population of transactions has been done in accordance with GAAP and is free of material 
misstatement. 

Shareholders’ equity was initially overstated last year for a transaction with a balance sheet 
effect of $172 million. This amount was recorded as an asset, but should have been presented as 
a reduction in shareholders’ equity. That amount, $172 million, was less than one third of one 
percent of Enron’s total assets and approximately 1.5 percent of shareholders’ equity of $11.5 
billion. It was a very small item relative to total assets and equity and had no impact on earnings 
or cash flow. Accordingly, the transaction fell below the scope of our audit. 

In the first quarter of this year, Enron accounted for several more transactions in a similar way, 
increasing the size of the incorrect presentation of shareholders’ equity by about $828 million. 

The quarterly financial statements of public companies are not subject to an audit, and we did not 
conduct an audit of Enron’s quarterly reports. Consistent with the applicable standards, our work 
primarily was a limited review of the company’s unaudited financial statements. 
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In the third quarter, Enron closed out the transactions that included the $172 million and the 
$828 million equity amounts, and we and Enron reviewed the associated accounting. This review 
included third-quarter impacts on the profit and loss statement and on the balance sheet. This is 
when the erroneous presentation of shareholders’ equity came into focus. 

We had discussed the proper accounting treatment for similar types of transactions with Enron’s 
accounting staff, and therefore, the scope of our work on the year 2000 audit and this year’s 
quarterly reviews did not anticipate this sort of error. When we informed the company of the 
error, the company made the necessary changes in its financial statements. 

Questions about disclosure 

Questions have been raised about the sufficiency of Enron’s disclosures, especially about 
unconsolidated entities. I ask you to keep in mind that the company disclosed in its financial 
statements that it was using a number of unconsolidated structured financing vehicles. 
Unconsolidated means, by definition, that the assets and liabilities of these entities were not 
recorded in Enron's financial statements. However, in certain circumstances, footnote disclosures 
are required. 

With that disclaimer, let me offer one man’s view of what investors were told. Enron had 
hundreds of structured finance transactions. Some were simple; others, very complex. The 
company did not disclose the details of every transaction, which is acceptable under GAAP, but 
it did disclose those involving related parties and unconsolidated equity affiliates. 

• JEDI and other entities are listed in footnote nine of Enron’s 2000 annual report. 

•	 LJM1 and LJM2, involving the company’s former CFO, both were described in the 1999 and 
2000 annual reports and described more fully in its annual proxy statements. 

In footnote 11 to the 2000 annual report, Enron also disclosed under the heading "Derivative 
Instruments” that it had derivative instruments on 12 million shares of its common stock with 
JEDI and 22.5 million with related parties. 

Some people say we should have required the company to make more disclosures about 
contingencies, such as accelerated debt payments, associated with a possible decline in the value 
of Enron’s stock or changes in the company’s credit rating. 

I ask you to keep in mind that the company’s shares were coming off near record levels when we 
completed our audit for 2000. No one could have anticipated the sudden, rapid decline we 
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witnessed in this stock and its credit ratings, and accounting rules don’t require a company to 
disclose remote contingencies. 

That said, we continue to believe investors would be better served if our accounting rules were 
changed to reflect the risks and rewards of transactions such as SPEs, not just who controls them. 
Putting more of the assets and liabilities that are at risk on the balance sheet would do more than 
additional disclosure ever could. We have advocated changes in these accounting rules since 
1982. 

I offer an additional observation about Enron's disclosures. Press reports indicate that some who 
analyzed the company’s public disclosures came to the conclusion that perceptions about the 
company – and thus the market’s valuation of Enron – were not supported by what was in the 
company’s public filings. 

Fees paid to Andersen 

Some are questioning whether the size of our fees, $52 million, and the fact that we were paid 
$27 million for services other than the Enron audit, may have compromised our independence at 
Enron. I understand that the size of fees might raise questions, and I think our profession must be 
sensitive to that perception. 

With that in mind, I think it would be helpful for the Committee to have a deeper understanding 
of the nature of the work we did for Enron, and how the fees for that work were reported. 

As a starting point, it is important to recognize that Enron was a big, complex company. Enron 
had $100 billion in sales last year. It operated 25,000 miles of interstate pipeline and an 18,000-
mile global fiber optic network. Enron did business in many countries. Its EnronOnline trading 
system was the world’s largest web-based eCommerce system and handled more than half a 
million transactions last year – for 1,200 products. Enron was the seventh largest company on the 
Fortune 500. 

This was not a simple company. It was not a simple company to audit. In addition to its 
operations and trading, Enron, as we know, engaged in sophisticated financial transactions. Not a 
few, but hundreds. Assets worldwide totaled $65 billion, both before and after Enron adjusted for 
the restatements 

Given this complexity, it should not surprise anyone that the fees paid to our firm for Enron’s 
audit were substantial. The $25 million we were paid for Enron’s audit last year is comparable to 
the amounts that General Electric and Citigroup, two sophisticated financial services providers, 

7 




paid for their audits. It is slightly more than the audit fees paid by two others -- JPMorgan Chase 
and Merrill Lynch. 

Because of the way the fee categories for new proxy statement disclosures on auditor fees were 
defined, many services traditionally provided by auditors – and in many cases only provided by 
auditors – now are classified as “Other.” Regrettably, without knowledge of the underlying 
facts, this leads some to believe that such fees are for “consulting” services. 

In fact, $2.4 million of the $27 million in “Other” fees reported by Enron last year related to 
work we did on registration statements and comfort letters. This is work only a company’s audit 
firm can do. 

Another $3.5 million was for tax work, which has never even been mentioned as a conflict with 
audit work. Audit firms almost always do tax work for clients. 

Another $3.2 million of the “Other” fees Enron paid us last year related to a review of the 
controls associated with a new accounting system – a service highly relevant to the auditor’s 
understanding of the company’s financial reporting system. Another Big Five firm installed that 
financial accounting system -- for about $30 million. 

Finally, $4 million of the fees listed as having been paid to Andersen were, in fact, paid to 
Andersen Consulting, now known as Accenture. As most of you know, our firms formally 
separated last August and had been operating as independent businesses for some time. 
Nevertheless, the rules said Enron had to report any fees it paid to Andersen Consulting as 
having been paid to its audit firm. 

If you take all these factors into account, the total fees that Arthur Andersen received from Enron 
last year amounted to $47.5 million. And of this, about $34.2 million, or 72 percent, was audit-
related and tax work. Total fees for other services paid to our firm amounted to $13.3 million. 
This was for several projects, none of which was for systems implementation or for more than $3 
million. 

Some may still assert that even $13 million of consulting work is too much – that it weakens the 
backbone of the auditor. There is a fundamental issue here. Whether it’s consulting work or audit 
work, the reality is that auditors are paid by their clients. For our system to work, you and the 
investing public must have confidence that the fees we are paid, regardless of the nature of our 
work, will not weaken our willingness to do what is right and in the best interest of the investors 
as represented by the audit committee and the board. 
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I do not believe the fees we received compromised our independence. Obviously, some will 
disagree. And I have to deal with the reality of that perception. I am acutely aware that our firm 
must restore the public’s trust. I do not have all the answers today. But I can assure you that we 
are carefully assessing this issue and will take the steps necessary to reassure you and the public 
that our backbone is firm and our judgment is clear. 

Lessons for the Future 

When a calamity happens, it is absolutely appropriate to ask what everyone involved could have 
done to prevent it. By asking the other witnesses and me to testify today, the committee is 
working hard, in good faith, to understand the issues involved and to help prevent a recurrence 
with another company. 

I believe that there is a crisis of confidence in my profession. This is deeply troubling to me, as I 
believe it is a concern for all of the profession’s leaders and, indeed, all of our professionals. 
Real change will be required to regain the public’s trust. 

Andersen will have to change, and we are working hard to identify the changes that we should 
make. 

The accounting profession will have to reform itself. Our system of regulation and discipline will 
have to be improved. I discussed some of the issues that the profession faces in an op-ed in the 
Wall Street Journal last week, which is attached to my testimony. 

Other participants in the financial reporting system will have to do things differently as well – 
companies, boards, audit committees, analysts, investment bankers, credit analysts, and others. 

We all must work together to give investors more meaningful, relevant and timely, information. 

But our work starts with our firm. We are committed to making the changes needed to restore 
confidence. 

A day does not go by without new information being made available, and I would observe that 
all of us here today -- and many others who are not here -- have a responsibility to seek out and 
evaluate the facts and take needed action. My firm, and I personally as its CEO, will continue to 
do our part. I hope that my participation today has been helpful to your efforts. 

Thank you. 
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